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SHARFMAN'S AMERICAN RAILROAD PROBLEM 1 

Professor Sharfman is already well known as a teacher 
and writer in the subject of railroad economics. His present 
book is divided into three parts. Part I is entitled "The 
War Administration of the Railroads" but includes also an 
outline history of the relations between railroads and public 
prior to 1914. In Part II the author sets forth what he be- 
lieves to be "The Essentials of Reconstruction Policy." And 
in Part III he describes and discusses "The Elements of the 
Railroad Adjustment." 

The work is well organized. The phraseology is well chosen 
and the style effective. If there be fault in the style, it lies in 
the use of sentences occasionally too long and involved. The 
impressiveness of the style, together with the effective or- 
ganization of the matter, seem to carry of themselves such 
weight of authority as almost to disarm criticism in advance. 

Nevertheless, criticism cannot be avoided. And it must be 
leveled against what appears to be the author's underlying 
philosophy regarding the basis of rate reasonableness. The 
central part of the book, to which the historical sketch leads 
and from which the description and discussion of present 
legislation follow, is perhaps the most important part. And 
probably the most important paragraphs in this part of the 
book are those which deal with the regulation of railroad 
rates and with standards of reasonableness of rates. The 
problems of rate reasonableness and rate regulation have been 
those of principal significance in the relations between the 
railroads and the public. It is these and related problems to 
which most attention has been given in the past, which have 
in general most concerned business men, commissions, and 
legislatures, and which are still not solved in a way wholly 
satisfactory. It is in his study of rate standards and rate 
regulation that, the reviewer believes, Professor Sharfman 

1. I. Leo Scharfman, The American Railroad Problem: A Study in War and Re- 
construction. New York. The Century Co., $3.00. 
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has most signally failed in the adequacy and convincingness 
of his analysis. Indeed, the reviewer believes the solution 
offered to be fundamentally unsound. 

Let us consider, first, the basis of valuation on which rea- 
sonable return and therefore rates are to be calculated. The 
view which seems to have the largest amount of authoritative 
support is that valuation of railroad property for rate-making 
purposes should be based on cost of reproduction of physical 
plant. Certain qualifications of course are necessary. From 
cost of reproduction new must be subtracted depreciation. 
Also, if plant is in excess of reasonable requirements or is con- 
structed in an unnecessarily expensive way, or is in part obso- 
lete, its value for rate-making purposes should not be reckoned 
as the cost of exact duplication. Rather should it then be 
reckoned as the cost of bringing into existence a plant capable 
of adequately performing the required service. Possibly 
other qualifications of the cost of reproduction standard 
should be made. Professor Sharfman, however, adopts 
frankly the view that the proper capital value for rate mak- 
ing, the value on which a fair return should be allowed, is the 
original investment. His statement is (p. 303): "Actual cost 
of the property used in the transportation service, or actual 
investment committed to railroad enterprise, when honestly 
and prudently made, constitutes the natural basis for the 
computation of the fair rate of return to which those engaged 
in the operation of a public service industry are reasonably 
entitled." This statement, taken by itself, might be under- 
stood to mean that the value of a right of way acquired 
seventy years ago and of a roadbed and terminals then con- 
structed should be reckoned, for the purpose of determining 
rates to yield a fair return, at what they then cost. The 
author does not, however, insist upon this view without 
qualification. He believes that, since rates have been long 
regulated without regard to original investment and since the 
amount of such investment cannot now be ascertained, both 
due respect for vested rights and practicability forbid the 
attempt to make the actual basis what he regards as the ideal 
basis. His actual proposal, then (p. 305), is to accept the 
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Interstate Commerce Commission's "present value" (after 
the completion of its valuation of railroad properties) "as a 
starting point for the rate-making base, with an express legis- 
lative provision that, for the future, actual additional invest- 
ment, honestly and prudently made, is to constitute the only 
valid claim for an increase in this value." In other words, the 
author would so arrange matters that the value upon which a 
railroad or group of railroads might be allowed a fair return 
forty years from now would be, substantially, "fair value" 
now, plus actual investment in additions and betterments 
during the intervening forty years. At the end of the forty 
years, not only all new railroads but a considerable part of old 
ones would be valued on the original-cost basis rather than on 
anything resembling a cost-of-reproduction basis. And pro- 
gressively, as time went on, would cost of production become 
more important, relatively, as the basis of valuation. The 
issue is clearly joined, therefore, between cost of production 
and cost of reproduction as the basis of valuation for the 
purpose of rate regulation. 

Perhaps the line of cleavage between the two viewpoints 
and the reasons for adopting one rather than the other can be 
best illustrated by reference to the changing value of the land 
required for the building of a railroad. Indeed, the so-called 
unearned increment of land value is very likely what Professor 
Sharfman has in mind, at least in large part, when he says 
(p. 303): "If railway earnings were based upon such invest- 
ment, the owners of the properties would receive as liberal a 
return as they may legitimately claim, and the users of the 
service would be relieved of the burden of paying a return, 
through the medium of transportation charges, upon such 
speculative increments of value as arise independently of the 
performance of the transportation function." 

The first comment which it seems fitting to make in this 
connection is that, so far as the unearned increment of land 
value is concerned, society cannot lightly deny it to the rail- 
roads while permitting it in all other lines of business. To tax 
this increment heavily wherever it occurs, to tax it altogether 
out of existence, even to tax land values in general at so high 



326 QUARTERLY JOURNAL OF ECONOMICS 

a rate as to appropriate all economic rent for public purposes, 
may be a desirable policy. But there is obvious objection to 
doing away with the unearned increment of railway land while 
allowing owners of land used in all other ways to enjoy such 
an increment. Such a policy, if frankly adopted, would oper- 
ate to prevent railroad building. For if the would-be builders 
and owners of a prospective railroad know that they cannot 
receive a gain which, if they use the land otherwise they will 
be permitted to receive, they will prefer some other use or 
uses. A railroad company must buy the land it is to use at 
a price as high as would probably have to be paid for it by 
persons intending to use it otherwise. This price would be 
higher in a growing country than the present income would 
justify, because of the anticipation of future gains. The ex- 
pected future increment would affect, for all uses, the present 
price. But an industry which, alone among all others, could 
not hope to enjoy such future gains, could hardly afford to 
pay for the land so high a present price as the others. 

Perhaps Professor Sharfman would say, however, that the 
denial of an unearned increment in the railroad business might 
be compensated for by allowing higher current earnings. This 
would, perhaps, not be quite consistent with his view that 
valuation on the basis of original cost would relieve the public 
"of the burden of paying a return" upon "speculative incre- 
ments of value." But it may be implied when he says (pp. 
303, 304): "Nor would the acceptance of this investment 
basis necessarily lead to an illiberal rate policy. The needs of 
the transportation service and the exigencies of the credit 
situation must always be taken into account in the adjust- 
ment of the level of charges." 

Such a reply, however, would not be sufficient. For to the 
policy suggested in it serious objection may be offered. Con- 
sider the case of a young and growing community in which 
railroad building is desirable. To compensate the railroads for 
not permitting them to enjoy the to-be-expected increased 
value of their land, when such enjoyment is permitted in all 
other lines of business, they must be allowed to derive more 
income from their current rates. Since their land will not be 
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reckoned as worth more in future years, in the sense that the 
railroads may then be allowed to enjoy a return on such 
larger value, they must be allowed to enjoy a larger return 
now. But at the beginning, when a territorial section is com- 
paratively undeveloped and land values are low, traffic is 
ordinarily light. Under such circumstances, rates, to make 
the investment worth while, have to be high at best. And in 
order that returns on the investment should be high enough 
to make up for the unearned increment which is receivable in 
other lines and the expectation of which the railroads have to 
pay for in the price of land, rates must be still higher. (To 
permit high rates, needless to say, does not insure that the 
traffic can bear high rates.) Later, when the community has 
grown and traffic is heavy, rates would be forced to a very 
low level on the author's principle, since only low rates are 
then necessary to pay a return on original cost. Relatively, 
as between the earlier and the later period, is not this a cu- 
rious way to "charge what the traffic will bear?" 

But the clearest evidence that such an arrangement is un- 
desirable is to be found in the consideration of the reverse 
possibility — a declining community and a decreasing value 
of land. The author's proposal to base rates on original in- 
vestment rather than on present fair value would in such 
circumstances, if carried into effect, have most serious con- 
sequences. It would be necessary that net returns should be 
as large as ever, since the original investment is the standard 
of reasonableness. But with declining population only pro- 
gressively higher rates would accomplish this end; and such 
rates would hasten the decline. If it be said that the higher 
rates could not in fact be charged, this would be an admission 
that the scheme of basing rates on original cost might prove 
not only undesirable but impossible of application. Surely it 
has no advantages from the viewpoint of public welfare over 
a system of basing rates on the fair present value of plant and 
equipment used. 

The way to regulate the charges of a monopoly so as neither 
to unduly encourage nor to unduly discourage the industry is 
to make the relation between earnings and investment as 
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nearly as possible what it would tend to be under competitive 
conditions. To accomplish this purpose cost of reproduction 
is a better standard than original investment. For what 
determines the prices which a concern engaged in a competi- 
tive business can charge? Obviously, what its competitors 
charge. And this, in large degree, is what new entrants to the 
business can charge. However high may have been the neces- 
sary cost of a plant in a given competitive business, prices of 
the goods produced cannot be kept high if new concerns can 
construct equivalent plants at low cost. And on the other 
hand, however low the amount which concerns already in 
such a business had to pay for necessary real estate and equip- 
ment, if the cost to new entrants is high, these new concerns 
will not come in unless they expect to be able to charge prices 
commensurate with the present cost of plant. The old con- 
cerns then can charge prices about equally high without being 
driven out of the business. 

Another matter connected with rates, as to which the 
author's underlying philosophy is believed to be no less 
mistaken, deserves extended discussion. Professor Sharf man 
proposes to limit the financial returns of the more successful 
roads (to some extent, the act of 1920 does so) to the advan- 
tage of the "weaker" or less successful. He proposes not only 
that this be done directly through the partial appropriation 
of surplus or excess earnings, but he considers it an argument 
in favor of consolidation of railroads into larger systems that 
the process may bring weaker and stronger roads into the 
same organization and so obviate the supposed difficulty of 
unequal earnings. "The stronger roads often prosper," he 
remarks (pp. 233, 234), "under a schedule of charges that 
drive the weaker roads to ruin ; and the provision of adequate 
revenue for the weaker roads frequently leads to excessive 
returns for the stronger. ... It is obvious . . . that a far- 
reaching policy of unification would help dispose of this so- 
called strong and weak road problem. . . . Rate schedules 
could then be uniformly applied to all the roads in a given 
region, without starving some and allowing unreasonable 
profits to others." 
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Surely this view cannot be allowed to pass unchallenged. 
If one railroad lies in a territory where natural resources are 
rich and population dense and so makes large returns on its 
original cost; and if another lies in a territory where natural 
resources are poor and population sparse, so that its traffic 
hardly pays the cost of operation — is it desirable that, 
through combination or otherwise, one should subsidize the 
other? Is it desirable that those regions which have natural 
advantages should, through transportation rates which, how- 
ever low they seem, are unnecessarily profitable to the rail- 
road serving them, subsidize indirectly other regions where 
the natural advantages are so slight that industry cannot live 
if it has to pay reasonable transportation rates? Must not 
such a policy tend to drive industry out of the places where it 
can be most effectively carried on and encourage its location 
where its output would be less? Should we not more probably 
get industry into those regions where the largest output could 
be secured with the least labor if we endeavored so to adjust 
rates that the industries and people of each region would have 
to pay the reasonable cost of the transportation system serv- 
ing them? And if an unduly circuitous transportation sys- 
tem had been mistakenly made or if a transportation system 
had been constructed at undue expense for whatever reason, 
ought not its owners to suffer the loss? 

Closely associated with this matter of consolidations is the 
common notion, to which the author gives support, that 
(p. 237) "a line that is weak when standing alone may prove 
to be a valuable connection or feeder for a larger system." 
But why may a road prove to be a valuable feeder to a larger 
system? Must it not be because such a road brings to that 
large system traffic on which the large system can charge 
rates covering much more than the, incident additional ex- 
pense imposed in carrying it? Such traffic, then, would be 
worth taking by the large system at lower rates than are 
charged. In other words, if the so-called weak road got a 
larger share and the strong road a smaller share of the total 
rate on traffic moving over both, the stronger road would still 
find the traffic worth taking — and the weaker road would not 
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be so "weak!" If the necessary cost of transportation on the 
so-called weak road is high, and if the strong road can afford 
to take a lower rate rather than not get the traffic, why not 
give the former road a large enough share of the rate to cover 
the cost of a service from which the latter also profits? Is it 
really true that a road which, with such a division of rates (a 
division giving it what its services are worth) , could not be 
made to pay its way, is nevertheless valuable as a feeder to a 
strong system? 

Discussing, elsewhere, the problem of strong versus weak 
roads, the author says (pp. 305, 306): "The level of charges 
established in accordance with its terms [i. e., a policy of 
fixing rates in relation to investment] would be applicable, 
not to individual roads, but to the carriers as a whole, or as 
divided into rate-making groups. But since this rate level 
would provide uniform charges for competing lines, and for 
carriers performing substantially similar services, the stronger 
roads — those possessing special advantages because of favor- 
able location, an early start, government aid, or superior 
management — would be enabled to realize excessive earn- 
ings from the performance of their public service. Such an 
outcome is bound to persist under any system of private 
management involving multiple corporate ownership. No 
uniform rate level can produce the same financial results for 
the weak roads as for the strong. And in the absence of a 
comprehensive system of railroad consolidation, these dif- 
ferences in earning power are very glaring, and give rise to 
large corporate surpluses that should equitably be vested, to 
a large extent, in the public." 

The first comment which suggests itself in this connection 
is that while competitive rates may have to be approximately 
the same for both strong and weak roads if both are to get a 
share of the business, non-competitive rates need not be. 
And many of the rates made by most railroads are non-com- 
petitive. Thus if the Norfolk and Western Railroad is a 
"strong" road between Cincinnati and Norfolk and the 
Southern Railway a "weak" road, the rates from Cincinnati 
to Norfolk may have to be the same for both. But the rates 
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from Cincinnati to intermediate points on the more round- 
about Southern line may very properly be higher if the light- 
ness of the traffic or some other adverse condition requires 
high rates to make the road profitable. Such higher rates are 
better for the intermediate points than would be the absence 
of the railroad. If the longer line has been built over the 
chosen route in order to serve those points, it is probably not 
economically desirable that the rates between Cincinnati and 
Norfolk which the stronger line can make low without any dis- 
crimination against its intermediate points should be arbitrarily 
made high and industry thus forced away from Cincinnati 
and from Norfolk in order that other points may be de- 
veloped. And for the Southern Railway to meet the rates at 
the competitive points — provided these rates cover all extra 
incident costs — does not make the relative position of the 
intermediate points on its line any worse than it otherwise 
would be. If there are any good arguments for forcing the 
development of the territories served by "weak" lines 
through charging higher than necessary rates between points 
where the traffic is competitive with "strong" lines, the 
author does not state them. 

It may properly be admitted, however, that even when in- 
termediate rates are made as high on weak roads as they 
reasonably can be made, and even when rates are reduced on 
the strong roads as far as possible without being made dis- 
criminatory, the earnings of these different roads may still be 
very unequal. Sometimes the amount of non-competitive 
traffic may be relatively so small that both weak and strong 
roads depend on competitive traffic for the major part of their 
incomes. Then rates high enough to be remunerative to the 
weak road may be unduly profitable to the strong one. Is 
such inequality of incomes then unavoidable? If the strong 
road can handle all the traffic, it is a serious question whether 
a wise economic policy would keep rates high in order that 
(say) an unintelligently located road which is not needed may 
make a good income. If the strong road cannot handle all the 
traffic and the weaker road is needed, then rates are called for 
which are remunerative to the weaker road. Tho the strong 
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road might be able to afford lower rates, yet, since it cannot 
serve all the shippers, such rates would give to some shippers 
a special privilege. In such a case, however, there is an alter- 
native to the policy of diverting some of the large returns of 
prosperous roads into a subsidy for weaker roads. This alter- 
native is a policy of taxation. And, indeed, there would seem 
to be at least one very clear advantage of such a policy over a 
policy of putting the surplus incomes of the successful roads 
into a fund to be used for the benefit of the less successful. 
This advantage is that, by the method of taxation, the excess 
incomes are used for the benefit of the entire public and not 
for the benefit of a part only — the shippers and consumers 
along the lines of aided roads. If the funds raised are used for 
the benefit of the whole public rather than for the benefit, 
direct or indirect, of special regions, their appropriation will 
not be likely to divert industry from places where it can be 
carried on most effectively to the places favored by subsidies. 
What are the things that make a railroad "strong" or 
"weak." Professor Sharfman says (p. 233) : "Shorter routes, 
better grades, more favorably situated terminals, and more 
thickly populated territory are among the factors which tend 
to differentiate strong from weak roads, but they do not 
justify exclusive private appropriation of the savings that 
result from these advantages." Let it be agreed that exclu- 
sive private appropriation of these savings is not desirable. 
But let it be added that their use for the benefit exclusively 
either of weak roads or indirectly of the regions such roads 
serve, is also undesirable. To the extent that rates on the 
strong roads can be reduced without discrimination, without 
reducing their situation rent below what the land would yield 
in other uses, and without depriving them of the benefits of 
superior management, this should be done. What surplus 
then remains to them is, for the most part if not entirely, 
either the result of superior management or due to situation 
advantage. So far as it is the former, it may be well to leave it 
to the railroads as a proper reward for and inducement to 
good management. So far as it is the latter, a general system 
of levying special taxes on the situation value of land would 
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meet the difficulty. We may not be able without injurious 
consequences to levy a special tax on the situation value of 
railroad land while leaving other land less taxed. But if econ- 
omists in general could cease to regard special land-value 
taxation as taboo, if they could worship science more and the 
fetish of vested rights that must not be even gradually or a 
little interfered with less, if they could accept the eminently 
sane "liberalist's program" of Professor Carver (Principles of 
Political Economy, p. 583) with "increased taxation of land 
values" as its first suggestion, many problems which now 
seem puzzling might become simpler of solution. Perhaps the 
taboo which constantly turns conservative economists away 
even from the serious consideration of such a solution, forcing 
them into the suggestion of all sorts of roundabout and un- 
economic devices to deal with our economic ills reveals the 
operation of a kind of "suppressed" logic as in another phase 
of human life there are said to be "suppressed desires." And 
the results may be as bad in the one case as they are reputed 
to be in the other. 

Historical studies of problems and legislation have their 
sufficiently important place, and some of the material pre- 
sented in Professor Sharfman's book is interesting and val- 
uable. But if we are to make the study of economics of real 
significance for the solution of difficult problems we need most 
of all to analyze these problems in the light of fundamental 
principles. This does not mean that there is in the study of 
principles no place for inductive reasoning. Often there is. 
But studies of occurrences and policies in their chronological 
order, coupled with commentary and discussion, do not con- 
stitute inductive investigation as the expression is understood 
in physical science. It is an interesting fact — let economists 
who like it comment in what way they choose — that so- 
called advanced work and the text-books of such work in 
economics, in many American universities and colleges if not 
in most, are more factual, more descriptive and less analytical 
than the introductory course. The student first studies some 
fundamental theory. Afterwards he studies foreign trade 
policies with a little theoretical commentary, or public 
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finance with much description of budgets and tax systems 
and a slight amount of time devoted to the theory of shifting 
and incidence, or transportation with emphasis on historical 
development of railroad systems, description of legislation 
and a very limited discussion of principles. The advanced 
student in mathematics, physics, and allied subjects delves 
deeper into the intricate mysteries of his subject than the 
novice. The advanced student in economics too often retires 
from his point of greatest analytical progress and amuses 
himself in easy by-paths — because his teacher asks it of him. 
In fairness to Professor Sharf man it should be said that his 
book is no more purely descriptive and narrative than the 
generality of books in the field. None the less, it is not fun- 
damental enough. Perhaps the author should not be blamed 
for doing better than many others the kind of thing that so 
large a number of economists are trying to do. Professor 
Sharfman's abilities are of a high order. He organizes effec- 
tively and writes forcefully. But he has failed, in the re- 
viewer's opinion, to devote thought enough to some of the 
most complicated and difficult of the problems to be solved 
and he has, on that account, failed to note some of the signifi- 
cant probable consequences of his proposed policies. 

Harry Gunnison Brown. 
University of Missouri. 



